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DEPARTMENT  OF  ENERGY 

10  CFR  Parts  376  and  390 

Outer  Continental  Shelf  Oil  and  Gas 
Lease  Sales;  Variable  Net  Profit  Share 
Bidding  System 

agency:  Department  of  Energy. 
action:  Final  rule. 

SUMMARY:  On  December  19, 1980,  the 
U.S.  District  Court  for  the  District  of 
Columbia  issued  an  order  requiring  the 
Department  of  Energy  (DOE)  to  issue  a 
proposed  regulation  implementing  the 
bidding  system  described  at  43  U.S.C. 
1337(a)(1)(E)  by  February  28, 1981,  and  a 
final  regulation  by  May  25, 1981. 

Pursuant  to  that  court  order,  DOE  issued 
that  proposed  regulation  on  February  27, 
1981  (46  FR  15484,  March  5, 1981),  and 
today  issues  the  final  regulation 
required  by  the  District  Court  Order. 

The  Solicitor  General  filed  a  petition  for 
a  writ  of  certiorari  which  was  granted 
by  the  Supreme  Court.  The  case  is  v 
expected  to  be  heard  by  the  Supreme 
Court  in  the  fall  term.  This  regulation 
establishes  a  new  bidding  system  for 
use  in  lease  sales  of  oil  and  gas  tracts  on 
the  Outer  Continental  Shelf  (OCS).  This 
bidding  system  (“variable  net  profit 
share”)  uses  a  percentage  of  net  profits 
as  the  bid  variable  and  requires 
payment  of  a  fixed  cash  bonus  for  each 
tract.  This  system  also  requires  payment 
of  an  annual  rental  and  makes  use  of 
existing  accounting  procedures,  codified 
at  10  CFR  Part  390,  established  to 
determine  net  profit  share  payments  due 
the  United  States  (45  FR  36784,  May  30, 
1980).  This  regulation  implements 
rulemaking  responsibilities  under 
section  8(a)  of  the  Outer  Continental 
Shelf  Lands  Act,  as  amended,  that  were 
transferred  to  DOE  under  sections 
302(b)  and  303(c)  of  the  Department  of 
Energy  Organization  Act. 

EFFECTIVE  DATE:  June  22, 1981. 

FOR  FURTHER  INFORMATION  CONTACT: 

Edward  F.  Mulholland  (Office  of  Leasing 
Policy  Development),  Department  of 
Energy,  Room  2115, 1200  Pennsylvania 
Avenue  NW.,  Washington,  D.C.  20461, 
(202)  633-9373 

Sue  D.  Sheridan  (Office  of  General 
Counsel),  Department  of  Energy, 

Room  6E-046,  1000  Independence 
Avenue  SW.,  Washington,  D.C.  20585, 
(202)  252-6667 

Milton  Jordan,  Director,  Division  of 
Freedom  of  Information  and  Privacy 
Acts  (Office  of  Administrative 
Services),  Department  of  Energy, 
Room  IE-190, 1000  Independence 
Avenue  SW.,  Washington,  D.C.  20585, 
(202)  252-5955 


SUPPLEMENTARY  INFORMATION: 

I.  Introduction 

II.  Analysis  of  Public-Comments 

III.  The  Final  Regulation 

IV.  Environmental  Review 

V.  Compliance  With  Executive  Order  12291 

VI.  Compliance  With  the  Regulatory 

Flexibility  Act 

I.  Introduction 

A.  Authority 

Sections  302  and  303  of  the 
Department  of  Energy  Organization  Act 
(DOE  Act,  Pub.  L.  95-91,  91  Stat.  578-580 
(42  U.S.C.  7152,  7153))  transferred  to  the 
Secretary  of  Energy  certain  authorities 
previously  held  by  the  Secretary  of  the 
Interior  under  the  Outer  Continental 
Shelf  Lands  Act  (OCSLA,  Act  of  August 
7, 1953,  ch.  345,  65  Stat.  462  (43  U.S.C. 

1331  etseq.),  as  amended  by  the  Outer 
Continental  Shelf  Lands  Act 
Amendments  of  1978  (OCSLAA,  Pub.  L. 
95-372,  92  Stat.  629)),  the  Mineral  Lands 
Leasing  Act,  the  Mineral  Leasing  Act  for 
Acquired  Lands,  the  Geothermal  Steam 
Act  of  1970,  and  the  Energy  Policy  and 
Conservation  Act.  Specifically,  with 
respect  to  Federal  leases  issued  under 
these  statutes,  section  302(b)  of  the  DOE 
Act  authorizes  the  Secretary  of  Energy 
to  promulgate  regulations  which  relate 
to  the:  (1)  fostering  of  competition  for 
Federal  leases  (including,  but  not  limited 
to,  prohibition  on  bidding  for 
development  rights  by  certain  types  of 
joint  ventures);  (2)  implementation  of 
alternative  bidding  systems  authorized 
for  the  award  of  Federal  leases;  (3) 
establishment  of  diligence  requirements 
for  operations  conducted  on  Federal 
leases  (including,  but  not  limited  to, 
procedures  relating  to  the  granting  or 
ordering  by  the  Secretary  of  the  Interior 
of  suspension  of  operations  or 
production  as  they  relate  to  such 
requirements);  (4)  setting  rates  of 
production  for  Federal  leases;  and  (5) 
specifying  the  procedures,  terms  and 
conditions  for  the  acquisition  and 
disposition  of  Federal  royalty  interests 
taken  in  kind. 

In  addition,  section  302(c)  of  the  DOE 
Act  grants  the  Secretary  of  Energy  the 
authority  to  establish  rates  of 
production  for  Federal  leases,  and 
section  303(c)(1)  permits  the  Secretary  to 
disapprove  any  term  or  condition  of  a 
Federal  lease  that  relates  to  DOE’s 
authority  to  promulgate  regulations 
under  section  302(b). 

The  Secretary  of  Energy  is  specifically 
authorized  by  section  302(b)(2)  of  the 
DOE  Act  to  promulgate  regulations 
under  the  OCSLA  as  they  relate  to  the 
implementation  of  alternative  bidding 
systems  for  the  award  of  Federal  leases. 

The  bidding  system  or  systems  to  be 
utilized  by  the  Department  of  the 
Interior  (DOI)  in  each  OCS  lease  sale 


are  chosen  from  those  authorized  by  the 
OCSLA  and  prescribed  by  DOE 
regulation.  DOE  has  promulgated 
regulations  implementing  four  of  the 
bidding  systems  authorized  by  section 
8(a)(1)  of  the  OCSLA  in  10  CFR  Part  376. 
On  February  5, 1980  (45  FR  9536, 
February  12, 1980),  DOE  issued  final 
regulations  implementing  three  bidding 
systems:  (1)  cash  bonus  bid  with  a  fixed 
royalty;  (2)  royalty  bid  with  a  fixed  cash 
bonus;  and  (3)  cash  bonus  bid  with  a 
sliding  scale  royalty.  On  May  14, 1980 
(45  FR  36784,  May  30, 1980),  DOE  issued 
final  regulations  implementing  a  fourth 
bidding  system,  cash  bonus  bid  with  a 
fixed  net  profit  share.  Respectively, 
these  systems  implement  sections  8(a)(1) 
(A)-(D)  of  the  OCSLA. 

B.  Mandate  of  the  U.S.  Court  of  Appeals 

On  June  22, 1979,  Energy  Action 
Educational  Foundation,  with  several 
other  parties,  filed  an  action  in  the  U.S. 
District  Court  for  the  District  of 
Columbia  which  sought  to  halt  further 
sales  of  OCS  leases  and  to  upset  past 
sales  on  the  basis  of  alleged  violations 
of  the  OCSLA.  Plaintiffs  claimed,  inter 
alia,  that  the  Secretary  of  Energy  had 
violated  the  OCSLA  through  failure  to 
issue  regulations  for  certain  bidding 
systems  authorized  by  the  OCSLAA,  in 
particular  the  system  employing  net 
profit  share  as  the  bid  variable  (section 
8(a)(1)(E)  of  the  OCSLA). 

On  September  17, 1980,  the  U.S. 
District  Court  denied  plaintiffs  request 
to  enjoin  scheduled  OCS  lease  sales. 
The  U.S.  Court  of  Appeals  for  the  D.C. 
Circuit  affirmed  the  District  Court’s 
refusal  to  grant  the  injunction,  but 
retained  jurisdiction  and  proceeded  to 
address  certain  issues  on  the  merits. 

On  October  30, 1980,  the  Court  of 
Appeals  issued  an  opinion,  Energy 
Action  Educational  Foundation  v. 
Andrus  (No.  80-2127,  D.C.  Cir.,  October 
30, 1980),  which  held  that  the  Secretary 
of  Energy  had  violated  the  provisions  of 
the  OCSLA  by  failing  to  issue  certain 
alternative  bidding  systems  enumerated 
in  the  OCSLA.  Specifically,  the  Court 
directed  DOE  to  issue  regulations 
establishing  the  two  remaining  bidding 
system  alternatives  which  employ  bid 
variables  other  than  the  cash  bonus, 
namely,  the  net  profit  share  and  work 
commitment  bid  variables,  in  order  to 
allow  empirical  experimentation  with 
these  systems  by  the  Secretary  of  the 
Interior.  The  Court  noted  that  injunctive 
relief  for  future  OCS  lease  sales  might 
be  appropriate  if  the  regulatory  process 
for  these  two  bidding  system 
alternatives  was  not  completed  by  mid- 
1981. 
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In  its  opinion,  the  Court  found  in  the 
language  and  legislative  history  of  the 
OCSLAA  “*  *  *  a  Congressional 
imperative  to  promulgate  regulations,  as 
a  necessary  prelude  to  experimentation, 
involving  non-cash  bonus  statutory 
bidding  alternatives,  including  variable 
net  profit  share  bidding  *  *  (Slip, 
op.,  at  41.)  In  order  to  accomplish  the 
required  “experimentation’’  within  the 
five-year  period  set  out  in  the  OCSLA, 
the  court  concluded  that  DOE  must 
fulfill  its  obligation  to  promulgate  a 
regulation  establishing  a  variable  net 
profit  share  bidding  system  “with  the 
maximum  possible  speed  consistent 
with  procedural  and  statutory 
rulemaking  requirements."  (Slip,  op.,  at 
42.) 

Upon  remand,  on  December  19, 1980, 
the  U.S.  District  Court  issued  an  order 
establishing  a  “precise  timetable”  for 
promulgation  of  the  variable  net  profit 
share  and  a  variable  work  commitment 
bidding  system  regulations.  The  District 
Court  ordered  the  Secretary  of  Energy  to 
issue  a  proposed  regulation  for  a 
variable  net  profit  share  bidding  system 
by  February  28, 1981,  with  a  final 
regulation  to  follow  by  May  25, 1981. 

The  variable  work  commitment  bidding 
system  was  ordered  to  be  proposed  by 
March  30, 1981,  and  issued  as  a  final 
regulation  by  June  30, 1981.  On  February 
3, 1981,  the  Department  of  Justice 
notified  the  District  Court  that  the 
government  had  decided  to  seek 
Supreme  Court  review  of  the  decision  of 
the  Court  of  Appeals.  The  Solicitor 
General  filed  a  petition  for  a  writ  of 
certioriari  on  February  26, 1981.  The 
Supreme  Court  has  granted  this  petitipn 
and  will  review  the  decision  of  the  Court 
of  Appeals. 

C.  The  Proposed  Regulation 

As  its  initial  response  to  the  decision 
of  the  U.S.  Court  of  Appeals,  DOE 
issued  a  proposed  regulation  on 
February  27, 1981  (46  FR 15484,  March  5, 
1981),  to  establish  a  variable  net  profit 
share  bidding  system  for  use  in  OCS 
lease  sales.  Issuance  of  this  proposal 
met  the  terms  specified  in  the  order  of 
the  U.S.  District  Court.  The  proposed 
bidding  system  differed  radically  from 
the  bidding  system  most  often  used  in 
sales  of  OCS  oil  and  gas  leases.  Instead 
of  using  the  cash  bonus  as  the  bid 
variable,  the  proposed  bidding  system 
employed  a  share  of  lessee’s  net  profits 
as  the  bid  variable,  and  cash  bonus 
replaced  royalty  as  the  fixed  term  of  the 
lease.  No  provision  for  royalty  appeared 
in  the  proposed  regulation.  The  proposal 
also  incorporated  the  accounting 
procedures  developed  in  connection 
with  the  fixed  net  profit  share  bidding 


system  regulation  (45  FR  36784,  May  30, 
1980)  and  codified  in  10  CFR  Part  390. 

The  variably  net  profit  share  bidding 
system  is  authorized  by  section 
8(a)(1)(E)  of  the  OCSLA,  which 
authorizes  a  bidding  system  utilizing  a 
“fixed  cash  bonus  with  the  net  profit 
share  reserved  as  the  bid  variable."  In 
further  compliance  with  the  Court’s 
decision,  DOE  proposed  on  March  30, 

1981  (46  FR  20522,  April  3, 1981)  a 
regulation  to  implement  a  bidding 
system  which  would  employ  work 
commitment  as  the  bid  variable. 

Among  the  concerns  that  led  to 
enactment  of  the  OCSLAA  was  the 
concern  of  Congress  that  the  large  cash 
bonus  payments  that  tend  to 
characterize  the  traditional  bidding 
system  may  inhibit  competition  for  OCS 
leases  by  preventing  smaller, 
independent  firms  from  participating  in 
OCS  development.  Congress  therefore 
adopted  amendments  authorizing  the 
establishment  of  several  new  bidding 
system  alternatives  that  did  not  rely  on 
front-end  cash  bonuses  as  the  main 
determinant  of  lease  award.  Under  the 
variable  net  profit  share  system,  leases 
will  be  awarded  on  the  basis  of  the 
highest  net  profit  share  bid.  Initial  cash 
bonus  payments  will  be  reduced  to  the 
level  of  the  associated,  presumptively 
lower,  fixed  cash  bonus  and  return  to 
the  public  is  shifted  away  from  large 
initial  cash  bonuses  to  periodic 
contingency  payments  based  on  net 
profits  from  the  actual  production  of  oil 
and  gas.  Compared  to  costs  of 
development,  as  well  as  to  net  profit 
share  payments  that  might  be 
anticipated  under  this  system,  the  fixed 
cash  bonus  under  this  system  will  likely 
represent  a  relatively  small  amount. 

Thus,  the  most  immediate  effect  of 
using  the  variable  net  profit  share 
bidding  system,  in  place  of  traditional 
cash  bonus  systems,  will  be  a  reduction 
in  front-end  cash  bonuses  and  a 
consequent  reduction  of  funds  flowing 
into  the  U.S.  Treasury  at  the  time  of  the 
lease  sale.  The  amount  of  any  such 
reduction  will  depend  upon  die  level  at 
which  cash  bonuses  are  fixed  for  any 
OCS  lease  sale.  The  reduction  in  bonus 
amounts  may  eventually  be  offset,  at 
least  in  part,  to  the  extent  that  lessees 
make  contingency  payments  during 
production;  however,  any  such 
contingency  payments  would  not  begin 
for  several  years  after  issuance  of  the 
lease.  It  is  also  possible  that  these  lower 
cash  bonus  amounts  may  lead  to 
speculative  bidding.  These  conclusions 
found  considerable  support  in  the  public 
comments. 

To  the  extent  that  very  high  profit 
share  rates  are  bid,  DOE  anticipates  that 
minimum  economical  commercial  field 


sizes  may  increase  and  that  there  may 
be  premature  abandonment  of  leases. 
Either  of  these  results  will  lead  to 
reduced  resource  recovery  and  losses  in 
national  income,  that  is,  in  net  economic 
value.  In  addition,  high  profit  share  rates 
are  likely  to  reduce  the  incentive  for 
exploration  and  cause  overinvestment  in 
development  after  discovery  of  a 
commercial  field.  High  profit  share  rates 
may  also  cause  inefficient  distortions  in 
production  patterns.  All  of  these  impacts 
will  tend  to  reduce  resource  production, 
national  income,  and  the  Federal 
revenues  yielded  by  OCS  development. 
Further,  in  any  bidding  system  where 
the  bid  variable  is  not  a  cash  bonus, 
there  is  no  assurance  that  the  high  bid 
on  a  tract  will  yield  the  greatest  return 
to  the  public  or  to  the  government  over 
the  life  of  the  lease. 

In  amending  the  OCSLA  to  provide  for 
new  bidding  system  alternatives , 
Congress  intended,  in  part,  to  encourage 
greater  competition  for  OCS  leases 
through  decreased  reliance  on  front-end 
cash  bonus  payments  as  the  primary 
means  of  allocating  leases  on  the  OCS. 
The  U.S.  Court  of  Appeals,  in  its  opinion 
mandating  that  DOE  promulgate  a 
regulation  to  establish  a  variable  net 
profit  share  bidding  system,  reached  a 
similar  conclusion  with  respect  to  the 
impact  of  the  new  systems.  The  Court 
stated  that  bidding  system  alternatives 
“*  *  *  like  the  variable  net  profit 
bidding  option  (and  the  work 
commitment  bidding  system)  are 
designed  to  reduce  front-end  cash 
payment  and  to  stimulate  competition  to 
a  greater  degree  than  the  options 
already  in  place  which  still  focus 
bidding  on  the  front-end  cash  bonus." 
[Slip,  op.,  at  37.) 

The  variable  net  profit  share  bidding 
system  may  in  practice  encourage  more 
participation  in  OCS  lease  sales  by  a 
more  diverse  range  of  firms. 
Participation  in  OCS  lease  sales  may  be 
viewed  in  terms  of  an  increase  in  the 
overall  number  of  bids  in  an  OCS  lease 
sale,  in  the  number  of  bids  per  tract,  or 
in  the  number  of  sale  participants.  In  the 
sense  that  greater  participation  may  be 
considered  a  measure  of  competition  for 
OCS  leases,  this  regulation  should  lead 
to  increased  competition.  Also,  to  the 
extent  that  available  capital  is  not  used 
to  pay  large  cash  bonuses,  it  should 
remain  available  for  exploration  and 
development  expenses. 

Since  administration  of  OCS  leases 
issued  pursuant  to  this  regulation  would 
be  the  responsibility  of  the  U.S. 
Geological  Survey  (USGS)  within  DOI, 
use  of  this  bidding  system  may  result  in 
somewhat  greater  responsibilities  for 
USGS,  particularly  in  the  administration 
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of  applicable  accounting  procedures.  It 
should  be  noted  that  this  responsibility 
is  not  qualitatively  distinct  from 
functions  already  committed  to  USGS. 
Some  increase  in  USGS  work  load  may 
be  expected  as  a  result  of  this 
regulation,  depending  on  the  extent  to 
which  this  bidding  system  is  used.  USGS 
regulations  are  not  superseded  by  this 
action,  but  must  be  followed  in 
conjunction  with  this  regulation,  as 
appropriate. 

Pursuant  to  section  5(a)  of  the 
OCSLA,  as  amended,  a  copy  of  the 
proposed  regulation  was  forwarded  to 
the  Attorney  General  for  review  of  any 
aspect  of  the  proposed  bidding  system 
that  may  affect  competition.  No 
response  has  been  received  to  date. 

DOE  has  consulted  with  DOI  in  the 
preparation  of  this  regulation,  given  its 
views  careful  consideration,  and 
incorporated  into  the  regulation  and 
preamble  a  number  of  DOI’s 
suggestions. 

II.  Analysis  of  Public  Comments 

A.  General 

The  proposed  regulation  was 
published  in  the  Federal  Register  on 
March  5, 1981  (46  FR 15484)  and  public 
comment  was  invited  over  a  period  of 
approximately  one  month;  the  comment 
period  closed  on  April  7, 1981.  During 
the  comment  period,  DOE  held  a  public 
hearing  on  the  proposed  regulation  in 
Washington,  D.C.,  on  March  26, 1981.  In 
response  to  the  proposal,  oral  or  written 
comments  were  received  from  21  private 
firms  (all  actively  engaged  in  the  energy 
industry),  and  one  non-profit  interest 
group.  Of  those  responding,  15 
comments  expressed  opposition  to  the 
use  of  a  variable  net  profit  share  bidding 
system  for  a  variety  of  reasons,  four 
comments  favored  this  bidding  system, 
and  three  comments  offered  criticisms 
or  suggestions  pertaining  to  elements  of 
the  proposal  without  clearly  indicating 
support  or  opposition  to  such  a  system. 

Opposition  to  the  variable  net  profit 
share  bidding  system  appeared 
relatively  more  adamant  than  to  the 
fixed  net  profit  share  bidding  system. 
Several  firms  by  reference  incorporated 
their  remarks  on  the  earlier  bidding 
system  regulation,  asserting  the 
relevance  of  the  same  issues.  DOE 
acknowledges  that  this  regulation  raises 
many  of  the  same  concerns  as  the  fixed 
net  profit  share  bidding  system;  if 
anything,  more  starkly  than  before.  As 
the  bid  variable,  the  net  profit  share 
term  is  likely  to  exert  a  much  more 
pervasive  influence  on  lease  acquisition, 
exploration,  development,  production, 
and  termination,  than  as  the  fixed  term 
of  an  OCS  lease.  Potential  negative 


effects  of  the  net  profit  share  term 
become  greatly  magnified. 

The  issues  raised  in  the  comments  fall 
generally  in  several  categories,  few  of 
which  are  neatly  severable  from  the 
others.  For  purposes  of  discussion, 
however,  those  issues  that  concern  the 
merits  and  drawbacks  of  the  proposed 
regulation  will  be  considered  in  this 
section  of  the  preamble.  Specific 
recommendations  and  suggestions  made 
in  regard  to  perceived  flaws  in  the 
variable  net  profit  share  bidding  system 
will  be  discussed  in  Section  III  of  this 
preamble. 

B.  Competition 

In  its  opinion  ordering  DOE  to 
promulgate  a  variable  net  profit  share 
bidding  system  regulation,  the  U.S. 

Court  of  Appeals  concluded  from  the 
legislative  history  of  the  OCSLAA  that 
use  of  non-cash  bonus  bidding  systems 
would  serve  to  stimulate  competition  in 
OCS  lease  sales,  through  reduction  in 
the  front-end  cash  bonuses  needed  to 
acquire  OCS  leases.  This  conclusion 
found  little  support  in  the  comments.  A 
total  of  seven  respondents  agreed  that 
variable  net  profit  share  bidding  would 
likely  increase  the  number  of  bidders  for 
OCS  leases,  but  of  these,  only  four  went 
on  to  state  that  variable  net  profit  share 
bidding  would  therefore  enhance 
competition  in  OCS  lease  sales. 

Supporters  of  variable  net  profit  share 
bidding  stressed  the  capital-intensive 
nature  of  the  industry  in  support  of  their 
assertion  that  the  system  will  lower 
front-end  costs  sufficiently  to  attract 
smaller  operators  capable  of  OCS 
development  once  threshold  barriers  to 
lease  acquisition  are  eased.  This 
assertion  posits  the  existence  of  a 
reservior  of  smaller  firms  capable  of 
operating  on  the  OCS,  but  which  have 
either  limited  their  activities  or 
abandoned  them  altogether,  because  of 
the  dominant  use  of  the  traditional  high 
front-end  cash  bonus. 

Most  firms,  however,  viewed  the 
proposed  regulation  at  best  as  no 
improvement  over  cash  bonus  bidding 
systems  and  appeared  convinced  that  a 
substantial  reduction  in  the  level  of  cash 
bonus  will  not  encourage  significantly 
greater  participation  by  smaller  firms, 
for  several  reasons.  A  number  of  firms 
observed  that  the  level  of  investment 
required  in  OCS  exploration  and 
development  may  be  too  high  for  even  a 
joint  venture  of  smaller  companies  to 
sustain,  especially  considering  the 
degree  of  risk  inherent  in  the  venture 
and  the  likelihood  of  long  delays  in 
recovering  expenditures.  A  related 
consideration  was  that  the  cost  of 
acquiring  OCS  leases  by  cash  bonus  bid 
usually  represents  a  relatively  less 


significant  expense  than  the  operational 
costs  incurred  to  explore  and  develop 
OCS  tracts.  Regardless  of  the  bidding 
system  used  to  lease  a  particular  tract, 
the  lessee  would  still  face  large 
exploration  and  development  costs,  as 
well  as  enormous  potential  liabilities 
stemming  from  responsibilities  imposed 
by  the  OCSLA  and  other  statutes.  While 
the  variable  net  profit  share  bidding 
system  will  permit  recovery  of 
allowable  costs  prior  to  any  payment  to 
the  government,  until  a  commercial 
discovery  is  found  there  is  no  assurance 
that  a  lessee  will  recoup  any  costs. 

Moreover,  several  firms  warned  that 
use  of  the  variable  net  profit  share 
bidding  system  might  actually  decrease 
the  level  of  participation  of  smaller  firms 
in  OCS  oil  and  gas  lease  sales,  on  the 
premise  that  the  rate  of  return  on 
investment  is  more  critical  for  smaller 
firms.  These  firms  believed  that,  due  to 
the  probable  high  net  profit  share  bids 
anticipated  under  this  system,  smaller 
profit  margins  are  likely  to  be  available 
to  lessees  on  variable  net  profit  share 
tracts  than  on  tracts  leased  under  cash 
bonus  bidding  systems,  and  that  this 
might  actually  deter  smaller  firms  from 
participation  in  OCS  lease  sales  using 
this  bidding  system.  One  respondent 
actively  disagreed  with  this  contention, 
asserting  that  OCS  lessees  would  be 
willing  to  accept  shrunken  profit 
margins,  in  return  for  the  prospect  of 
access  to  OCS  leases. 

Again  stating  a  point  made  repeatedly 
in  regard  to  other  OCS  bidding  systems, 
firms  generally  stressed  the  availability 
of  opportunities  for  smaller  companies 
to  participate  in  OCS  exploration  and 
development  through  formation  of  joint 
ventures,  often  framing  their  discussion 
in  terms  of  “adequate”  participation.  In 
issuing  this  regulation,  DOE  makes  no 
judgment  with  regard  to  the  adequacy  or 
sufficiency  of  opportunities  to 
participate  in  OCS  lease  sales,  and 
acknowledges  the  widespread 
availability  of  the  joint  venture 
mechanism  as  a  vehicle  for  participation 
by  smaller  firms. 

DOE  is  in  substantial  agreement  with 
many  of  the  comments  regarding  the 
minimal  benefits  likely  to  be  achieved 
through  use  of  this  system.  As  evidenced 
by  the  preamble  to  the  notice  proposing 
this  regulation,  it  is  not  DOE’s  position 
that  this  regulation  will  necessarily 
enhance  competition  for  OCS  leases, 
however  defined.  To  the  contrary, 

DOE’s  own  analysis  suggests  that 
competition  for  OCS  leases  appears 
quite  active. 

Neither  does  DOE  contend  that 
lowering  the  front-end  costs  of  lease 
acquisition  will  remove  all  barriers  to 
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fuller  participation  on  the  OCS  for 
smaller  firms.  DOE  agrees,  however, 
that  this  regulation  will  to  some  extent 
reduce  these  barriers  to  entry; 
companies  will  have  somewhat  more 
flexibility  in  deciding  whether  to  bid 
alone  or  jointly,  how  many  partners  to 
include  in  a  joint  venture,  and  what 
percentage  of  the  bid  to  control.  In 
providing  this  flexibility,  new  firms 
considering  investment  in  the  OCS  may 
be  better  able  to  participate  in  OCS 
lease  sales. 

C.  Speculation 

While  the  comments  were  evenly 
divided  as  to  whether  the  proposal 
would  result  in  a  greater  number  of 
bidders  in  OCS  lease  sales,  there  was 
nearly  unanimous  agreement  that  new 
bidders  attracted  to  OCS  lease  sales  by 
introduction  of  this  system  would  bid  for 
purely  speculative  reasons  and  would, 
in  all  likelihood,  lack  the  capital, 
expertise,  or  intent  to  explore  and 
develop  leases  on  the  OCS  efficiently. 
Those  who  held  this  view  generally 
noted  that  since  any  variable  net  profit 
share  bidding  system,  by  design,  lowers 
the  initial  capital  investment  in  the  OCS 
lease  to  the  level  of  the  associated  fixed 
cash  bonus,  thereby  making  it  possible 
to  obtain  a  lease  with  very  little  capital 
at  risk,  it  is  unavoidably  susceptible  to 
unrealistically  high  net  profit  share  bids. 
Since  speculators  risk  little,  in 
comparison  with  bidders  on  cash  bonus 
tracts,  very  high  net  profit  share  bids  are 
likely  to  result  from  use  of  this  system. 

Most  of  the  comments  contained 
examples  of  undesirable  consequences 
that  could  flow  from  speculative  OCS 
bidding.  Several  respondents  asserted 
that  using  the  variable  net  profit  share 
bidding  system  could  decrease  the  value 
of  pre-sale  exploration  and  evaluation  to 
firms,  since  months  or  years  of  effort 
spent  by  one  firm  in  developing  tract- 
specific  resource  information  might  be 
negated  by  an  unrealistically  high  bid, 
submitted  purely  for  speculative 
reasons.  There  was  concern  that  the 
variable  net  profit  share  bidding  system 
might  lead,  in  an  extreme  situation,  to 
virtual  elimination  of  pre-sale 
exploration,  such  as  seismic  operations 
or  off-structure  drilling,  with  an  almost 
complete  shift  to  post-sale  exploration. 

Many  comments  noted  that  under  a 
variable  net  profit  share  bidding  system, 
lesses  might  find  it  advantageous  to 
delay  exploration  of  a  tract,  until 
exploration  of  adjacent  or  nearby  tracts 
had  taken  place  and  the  lessee  had  more 
information  as  to  the  resource  potential 
of  its  tract;  a  speculative  lessee  might 
find  it  particularly  advantageous,  as  an 
indication  of  the  worth  of  its  tract  for 
purposes  of  assignment  or  farmount. 


Other  comments  indicated  a  concern 
over  inefficient  operations  conducted  by 
inexperienced  or  unqualified  firms. 
Another  respondent  concluded  that  the 
advantages  of  increased  participation, 
however,  far  outweighed  any  such  initial 
disadvantages. 

A  few  comments  mentioned  that 
speculation  might  cause  exploration  or 
development  to  be  postponed  for  years, 
assutning  that  a  tract  held  for 
speculative  purposes  would  eventually 
have  to  be  relinquished,  at  least  by  the 
expiration  of  the  primary  term  of  the 
lease.  The  tract  then  could  not  be  leased 
again  until  a  scheduled  OCS  lease  sale 
took  place  in  the  area  of  the  tract, 
possibly  years  later  in  a  frontier  area. 
From  the  perspective  of  both  the  need  to 
inventory  OCS  oil  and  gas  resources 
and  the  need  for  expeditious 
development  of  these  resources,  such 
delays  would  prove  unacceptable. 

DOE  shares  concerns  over  possible 
speculation  in  the  use  of  the  variable  net 
profit  share  bidding  system,  but  not  to 
the  extent  expressed  in  the  comments. 
The  assumption  that  speculative  bids 
will  be  submitted  for  tracts  offered 
under  this  bidding  system  presumes  that 
the  associated  fixed  cash  bonus  will  be 
established  at  levels  low  enough  that 
speculators  will  be  relatively  indifferent 
to  its  loss  if  the  tract  proves  valueless, 
as  a  number  of  comments  mentioned.  A 
speculative  bidder  considering  whether 
to  bid  an  inordinately  high  net  profit 
share  must  weigh  the  consequences  of 
obtaining  an  OCS  lease  encumbered  by 
such  terms.  The  expected  rate  of  return 
on  a  lease  with  a  high  net  profit  share 
term  might  well  be  critically  reduced, 
with  the  result  that  the  tract  might  well 
become  an  unattractive  candidate  for 
assignment  or  farmout.  Development 
might  be  uneconomical,  unless  other 
tracts  overlying  a  field  are  unitized. 
Since  the  variable  net  profit  share 
bidding  system  virtually  eliminates  the 
prospect  for  unusually  large  profits  to 
lessees,  and  the  risk  of  faulty  bidding 
remains,  there  appears  little  justification 
for  apprehension  that  this  regulation 
will  foster  waves  of  speculative  bidding. 

Both  DOE  and  DOl  are  cognizant  of 
the  possibility  of  speculation  under  the 
variable  net  profit  share  bidding  system, 
and  intend  to  cooperate  to  eliminate 
such  speculation  as  does  occur.  While 
DOE  agrees  with  the  comment  that 
manipulation  of  the  capital  recovery 
factor  for  specific  leases  will  not  deter 
speculators  from  bidding,  other  means 
of  eliminating  or  at  least  limiting 
speculation,  and  its  undesirable  effects, 
are  available.  Prior  to  an  OCS  lease 
sale,  fixed  cash  bonuses  must  be 
established  for  each  tract  offered  under 


the  variable  net  profit  share  bidding 
system.  The  level  of  these  cash  bonuses 
may  be  set  sufficiently  high  as  to  deter 
speculative  bids.  It  should  also  be  noted 
that  the  Secretary  of  the  Interior  is 
under  no  obligation  to  accept  bids  for 
OCS  leases,  and  may  in  his  discretion 
reject  the  high  bid  on  any  tract. 

Moreover,  pursuant  to  section  5(a)(7) 
of  the  OCSLA,  DOI  has  promulgated 
regulations  to  “assure  prompt  and 
efficient  exploration  and  development  of 
lease  areas",  in  30  CFR  Part  250.  DOI 
may  be  expected  to  enforce  these 
regulations  against  speculative  lessees. 

D.  Lease  Exploration  and  Development 

The  comments  were  generally  critical 
of  the  probable  effects  of  a  variable  net 
profit  share  bidding  system  on  OCS 
exploration  and  development.  As 
already  mentioned,  many  respondents 
indicated  their  belief  that  the  use  of  a 
net  profit  share  term  as  the  bid  variable 
devalued  resource  evaluation  prior  to 
lease  issuance,  with  consequent  delays 
in  exploration  and  development.  It 
becomes  advantageous  to  the  lessee 
then  to  postpone  as  much  exploration 
activity  as  possible  until  after  lease 
issuance  when  capital  recovery 
treatment  is  available. 

Other  comments  cited  a  lack  of 
incentive  for  rapid  exploration  and 
development  in  the  absence  of  a  high 
cash  bonus,  or  “sunk  cost”,  to  spur 
operations  on  a  variable  net  profit  share 
OCS  lease.  Since  at  the  time  of  lease 
issuance  the  lessee's  only  tangible 
investment  in  a  variable  net  profit  share 
lease  is  the  fixed  cash  bonus,  there  is  a 
lack  of  incentive  to  recoup  that 
investment,  relative  to  work 
commitment  bid  leases,  cash  bonus  bid 
leases,  or  other  high  front-end 
investments  that  promise  a  comparable 
return  on  investment.  This  lack  of 
incentive  allows  the  lessee  to  focus  on 
alternative  investment  opportunities,  on 
the  OCS  or  otherwise,  and  to  premise 
exploration  and  development  activities 
on  successful  operations  on  tracts 
adjacent  or  nearby.  Such  waiting  delays 
development  and  production;  in  the 
event  that  adjacent  tracts  are  not 
proven,  the  lessee  may  never  undertake 
any  exploratory  activities.  Under  such 
circumstances,  even  well-intentioned  * 
operators  may  find  it  beneficial  to  act 
speculatively.  However,  a  supporter  of 
variable  net  profit  share  bidding 
asserted  to  the  contrary,  that  OCS  tracts 
leased  under  this  bidding  system  would 
be  explored  and  developed  at  least  as 
diligently  as  tracts  leased  under  a  cash 
bonus  bid  system. 

DOE  takes  serious  note  of  these 
possible  effects  of  this  regulation,  but 
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discounts  the  likelihood  of  their 
widespread  occurrence.  Left  to 
themselves,  lessees  might  act  in  the 
manner  described  in  the  comments. 
However,  the  OCSLA  and  implementing 
DOI  regulations  have  given  DOI 
powerful  means  to  enforce  compliance 
with  the  general  provisions  of  the 
OCSLA  and  of  leases  issued  pursuant  to 
the  statute.  These  means  include 
exploration  plans,  development  and 
production  plans,  fines,  lease  forfeiture, 
and  prohibitions  on  participation  in 
future  OCS  lease  sales.  A  number  of 
comments  noted  the  availability  of  such 
means  to  DOI  to  enforce  compliance. 

In  addition,  with  regard  to  the 
contention  that  use  of  the  variable  net 
profit  share  bidding  system  would  lead 
to  a  decrease  in  pre-sale  exploration,  it 
should  be  noted  that  the  selection  of  a 
bidding  system  for  tracts  scheduled  to 
be  offered  in  particular  OCS  lease  sales 
is  not  made  public  until  publication  of  a 
notice  of  a  proposed  OCS  lease  sale,  at 
which  point  bidders  have  already 
developed  their  resource  evaluations  for 
tracts.  It  is  likely,  then,  that  application 
of  a  particular  bidding  system  to  a  tract 
will  occur  too  late  in  the  leasing  process 
to  affect  pre-sale  resource  evaluation  to 
any  large  extent. 

DOE  further  disagrees  with  this 
contention  because  the  cost  of  pre-sale 
exploration  appears  relatively  minor 
when  compared  to  other  costs  incurred 
in  OCS  operations.  Since  the  value  of 
pre-sale  resource  information  is  high 
and  the  opportunity  loss  is  large,  it  is 
unlikely  that  a  serious  bidder  will  be 
deterred  from  performing  adequate  pre¬ 
sale  resource  evaluations. 

DOE  considers  serious,  however, 
some  possible  effects  on  OCS 
production  which  might  stem  from 
variable  net  profit  share  bidding,  effects 
which  appear  to  be  independent  of  any 
specific  system.  For  example,  there  was 
major  concern  in  the  comments  that  use 
of  this  regulation  could  increase  the 
minimum  size  of  commercially 
producible  fields,  and  concomitantly 
induce  early  abandonment  of  fields  with 
producible  reserves  remaining.  Most  of 
the  firms  active  in  OCS  operations 
agreed  that  both  these  eventualities 
seemed  both  likely  and  more  serious 
than  in  the  case  of  the  fixed  net  profit 
share  system. 

These  concerns  parallel  closely  the 
results  of  DOE’s  analysis.  The  rationale 
generally  expressed  in  the  comments 
was  that,  assuming  discovery  of  a  field, 
development  depends  upon  a  sufficient 
expected  rate  of  return  for  each  future 
dollar  spent,  and  not  on  sunk  costs  such 
as  the  cash  bonus.  In  this  case,  the 
decision  whether  to  develop  a  lease 
occurs  near  the  end  of  the  capital 


recovery  period,  and  at  that  time  is 
based  on  anticipated  future 
expenditures  essentially  the  same  as 
those  to  be  incurred  under  a  cash  bonus 
bid  tract.  However,  the  rate  of  return  is 
limited  by  the  net  profit  share  bid.  As  a 
consequence,  the  rate  of  return  may  not 
offer  sufficient  economic  incentive  to  the 
lessee  to  justify  development  for  Helds 
below  a  minimum  size.  Thus,  some 
fields  that  would  be  produced  on  tracts 
leased  under  a  cash  bonus  bidding 
system  might  well  prove  unattractive 
investments  under  a  variable  net  profit 
share  bidding  system.  Relinquishment  of 
such  leases  will  result  in  further  delays 
until  the  tract  is  leased  again  under 
more  favorable  terms.  Two  comments 
indicated  that  minimum  field  size  would 
not  be  affected. 

A  similar  rationale  governed  the 
majority  of  comment  with  regard  to 
continuing  production  from  fields  that 
are  marginal,  either  prior  to  production 
or  later,  due  to  declining  rates  of 
production.  Additional  expenditures, 
such  as  new  wells  and  secondary 
recovery  operations,  may  be  required  to 
sustain  production  at  acceptable  levels; 
most  comments  noted  that  such  major 
capital  investments  would  not  qualify 
for  application  of  the  capital  recovery 
factor.  Faced  with  high  net  profit  share 
payments  and  production  costs,  at  some 
point  the  lessee  may  well  opt  to  cease 
production  and  relinquish  the  lease.  As 
a  consequence,  total  production  from 
tracts  leased  under  this  bidding  system 
may  be  expected  to  be  less  than  that 
from  tracts  leased  under  the  cash  bonus- 
fixed  royalty  bidding  system.  In 
addition,  the  average  productive  life  of 
net  profit  share  tracts  may  well  be 
shorter. 

DOE  shares  these  concerns,  as  its 
own  analysis  yields  similar  results.  As  a 
means  to  mitigate  partially  these 
anticipated  drawbacks  to  use  of  this 
bidding  system,  DOE  notes  the 
availability  of  capital  recovery 
treatment  for  allowable  exploration  and 
development  costs.  Before  any  net  profit 
share  payments  are  owed  to  the 
government,  the  lessee  is  entitled  to 
recoup  all  its  allowable  costs,  plus  an 
additional  percentage  of  such  costs 
incurred  during  the  capital  recovery 
period  through  application  of  the  capital 
recovery  factor.  Assuming  a  technically 
producible  field,  the  ability  to  recoup 
costs  may  provide  some  incentive  to 
complete  development  and  initiate 
production.  This  ability  might  postpone 
the  point  at  which  the  lessee  considers 
production  uneconomic.  Also,  the  lessee 
always  recoups  all  of  its  allowable 
costs,  whenever  incurred  during  the  life 
of  the  lease,  though  the  election  to  end 


the  capital  recovery  period  is 
irreversible. 

Other  than  incentives  provided  by  the 
ability  to  recoup  costs,  DOE  again 
points  out  the  existence  of  enforceable 
DOI  regulations  relative  to  prompt 
exploration  and  development  of  leases 
and  the  requirement  for  a  lessee  to  file 
exploration  and  development  and 
production  plans. 

E.  Capital  Recovery  Factor 

In  the  notice  of  proposed  rulemaking, 
DOE  proposed  two  methods  of 
establishing  the  capital  recovery  factor 
for  each  lease.  One  method  would  have 
DOI,  in  consultation  with  DOE,  establish 
capital  recovery  factors  for  each  tract  or 
group  of  tracts  scheduled  to  be  offered 
under  the  variable  net  profit  share 
bidding  system  in  advance  of  each  sale, 
as  DOI  does  now  for  tracts  offered  for 
sale  under  the  fixed  net  profit  share 
bidding  system.  The  predetermined 
capital  recovery  factor  for  each  such 
tract  would  be  published  not  later  than 
in  the  final  notice  of  OCS  lease  sale. 

Alternatively,  this  regulation  allows 
for  use  of  a  schedule  in  which  the  level 
of  the  capital  recovery  factor  would  in 
general  tend  to  be  set  at  lower  levels  for 
higher  net  profit  share  rate  bids.  Any 
such  schedule  will  be  announced  well  in 
advance  of  a  particular  OCS  lease  sale. 
Once  a  bid  was  accepted,  an  associated 
capital  recovery  factor  would  be  fixed 
according  to  the  schedule  published  not 
later  than  in  the  final  notice  of  OCS 
lease  sale. 

Of  firms  expressing  a  preference, 
more  preferred  that  a  unique  capital 
recovery  factor  be  established  for  each 
tract  offered  under  this  bidding  system, 
and  published  well  in  advance  of  the 
lease  sale.  Generally,  those  who  favored 
a  unique  capital  recovery  factor  did  not 
consider  the  schedule  method  a 
significant  deterrent  to  speculators,  but 
did  find  its  use  an  unnecessary 
complication  in  bid  computation. 

Others,  however,  preferred  the  use  of 
a  schedule.  In  contrast  to  those  who 
favored  assigning  a  unique  capital 
recovery  factor  to  a  tract,  these 
comments  indicated  that  the  schedule  of 
capital  recovery  factors  might  serve  to 
inhibit  excessively  high  net  profit  share 
and  speculative  bids,  with  their 
associated  possible  undesirable  effects, 
as  already  described.  These  comments 
also  recognized  that  use  of  such  a 
schedule  might  discourage  uneconomic 
expenditures  on  the  lease. 

A  number  of  other  issues  were  raised 
in  the  comments  with  regard  to  possible 
effects  of  the  capital  recovery  factor  on 
exploration  and  production.  Several 
firms  indicated  that  the  capital  recovery 
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factor  encouraged  uneconomical 
expenditures  in  exploration  and 
development,  in  order  to  maximize  the 
allowance  for  capital  recovery,  as  well 
as  delays  in  production,  premature  siting 
of  production  facilities,  and  purchases  of 
oversized  equipment.  The  use  of  a 
capital  recovery  factor  was  generally 
alleged  to  distort  the  level  and  timing  of 
expenditures  on  exploration  and 
development  operations,  leading  to 
ineffiencies  in  recovery  of  the  resource, 
loss  of  production,  and  loss  of  revenue 
to  both  the  lessee  and  the  government. 

Other  comments  discounted  the 
magnitude  of  such  adverse  effects  while 
acknowledging  their  possibility  in 
individual  cases.  These  comments 
pointed  to  other  more  influential  factors 
in  determining  the  timing  and  level  of 
expenditures,  capital,  geological, 
technical,  and  logistical  in  nature.  DOE 
acknowledges  that  abuse  of  the  capital 
recovery  factor  can  contribute  to 
undesirable  consequences  in 
exploration  and  production  on  tracts 
leased  under  the  variable  net  profit 
share  bidding  system.  But  these 
comments  indicated  that  establishment 
of  low  capital  recovery  factors,  in 
conjunction  with  reliance  on 
accustomed  patterns  and  dynamics  of 
OCS  development,  should  mitigate  any 
such  adverse  effects. 

F.  Administrative  Costs 

Most  of  the  comments  contained 
objections  to  the  variable  net  profit 
share  bidding  system  on  administrative 
grounds,  citing  increased  costs  to  both 
government  and  industry.  Although  no 
estimates  of  increases  were  provided  in 
the  comments,  the  respondents 
evidently  expect  such  costs  to  be 
substantial,  and  to  be  borne  ultimately 
by  the  public  as  consumers  and 
taxpayers.  Several  firms  asserted  that 
this  bidding  system  intertwines  the 
government  in  corporate  decisions  to  an 
unwarranted  extent,  by  allowing  certain 
expenditures  to  qualify  for  capital 
recovery  treatment,  thereby 
unnecessarily  complicating  management 
and  resulting  in  costly  delays  while 
lessees  wait  for  USGS  to  approve 
expenditures. 

DOE  recognizes  that  administration  of 
this  regulation  will  entail  costs  for  both 
government  and  industry,  although  no 
cost  information  has  been  obtained  to 
date.  It  should  be  noted  that  this 
regulation  imposes  no  qualitatively 
distinct  administrative  burdens  on  either 
government  or  industry  from  those 
already  in  effect.  The  accounting 
procedures  used  to  determine  the  net 
profit  share  due  the  government  have 
been  in  place  for  more  than  a  year.  They 
have  been  used  in  several  OCS  lease 


sales,  allowing  development  of 
familiarity  in  their  use.  In  designing 
these  accounting  procedures,  DOE  used 
accepted  joint  venture  accounting 
procedures  to  the  extent  possible,  and 
adopted  different  procedures  only  in 
those  instances  where  industry 
accounting  procedures  envisioned  arms- 
length  bargaining  transactions  among 
the  parties. 

Also,  nowhere  do  the  accounting 
procedures  require  a  lessee  to  obtain 
USGS  approval  prior  to  incurring  an 
expenditure.  Allowance  of  expenditures 
in  this  regulation  is  solely  for  purposes 
of  determining  net  profit  share  payments 
due  the  government,  and  never  for 
judging  whether  a  lessee  may  incur  a 
particular  expense.  USGS  involvement 
in  a  lessee’s  dec»  -ionmaking  is  not 
enlarged  under  this  regulation,  but  since 
the  government’s  interest  in  determining 
net  profit  share  payments  is  relatively 
more  important  under  this  regulation, 
greater  interest  may  be  appropriately 
expected  from  DOI  in  its  administration. 

III.  The  Final  Regulation 

A.  General 

Despite  many  criticisms  of  the 
proposed  regulation,  and  many 
recommendations  in  the  comments 
directed  toward  its  improvement,  the 
final  regulation  establishing  the  variable 
net  profit  share  bidding  system  remains 
identical  to  the  proposal.  For  several 
reasons,  DOE  has  declined  to 
incorporate  into  the  regulation  any  of 
the  suggestions  or  recommendations 
made  in  the  comments.  In  part,  DOE  has 
elected  to  keep  the  final  regulation  the 
same  as  the  proposal  because  of  the 
nature  of  the  regulation.  As  opposed  to 
prescribing  detailed  mandatory 
requirements  for  industry  to  follow,  this 
regulation  establishes  a  framework 
through  which  OCS  oil  and  gas  tracts 
may  be  leased.  Due  to  its  nature,  there  is 
little  for  DOE  to  change  in  this 
regulation.  As  written,  the  final 
regulation  establishes  certain  lease 
terms  and  conditions  to  be  used  in  the 
design  and  conduct  of  OCS  lease  sales 
using  the  variable  net  profit  share 
bidding  system.  Because  of  the  novelty 
of  this  untried  system,  the  serious 
concerns  raised  by  DOI,  DOE  and  many 
respondents,  it  is  especially  advisable  to 
maintain  a  maximum  degree  of 
flexibility  with  regard  to  the 
implementation  of  this  bidding  system. 

As  with  all  bidding  systems,  leases  • 
may  be  awarded  to  the  highest  qualified 
bidder,  the  issue  of  qualification  being 
determined  pursuant  to  standards 
established  by  DOI.  Under  the  variable 
net  profit  share  bidding  system,  the  net 
profit  share  rate  is  the  bid  variable  and 


the  cash  bonus  and  annual  rental  are 
fixed  by  the  Secretary  in  advance  of  the 
lease  sale.  The  highest  bidder  is  that 
bidder  submitting  a  bid  containing  the 
highest  percentage  of  net  profits.  A 
successful  bidder  pays  the  United  States 
the  cash  bonus  and  annual  rental  as 
fixed  in  the  notice  of  OCS  lease  sale, 
and  the  percentage  of  net  profits  which 
was  bid,  with  such  profits  based  on  the 
revenue  received  from  production  and 
sale  of  oil  and  gas  minus  allowable 
costs  and  the  allowance  for  capital 
recovery,  and  determined  in  accordance 
with  10  CFR  Part  390. 

B.  Accounting  Procedures. 

DOE  has  determined  that  the 
accounting  procedures  previously 
promulgated  in  10  CFR  Part  390  (45  FR 
36784,  May  30, 1980)  for  use  in 
calculating  net  profit  share  payments 
due  the  United  States  for  production  of 
oil  and  gas  from  leases  issued  under  the 
fixed  net  profit  share  bidding  system 
will  also  serve  for  calculating  net  profit 
share  payments  due  for  tracts  leased 
under  this  bidding  system.  The 
accounting  procedures  themselves  are 
independent  of  whether  the  net  profit 
share  component  constitutes  the  bid 
variable  or  the  fixed  term  in  the  lease. 
There  are  no  substantive  changes  in  the 
accounting  rules,  but  minor  technical 
changes  have  been  made  to  the 
definitions  of  “net  profit  share  rate”  and 
“NPSL”  in  10  CFR  §  390.002  to  clarify 
that  the  accounting  procedures  in  Part 
390  will  be  applicable  to  determining  net 
profit  share  payments  under  all  of  the 
authorized  bidding  systems  in  10  CFR 
Part  376  which  employ  a  net  profit  share 
component. 

Use  of  these  accounting  procedures 
should  help  to  hold  down  administrative 
costs  for  lessees,  as  mentioned  often  in 
the  comments,  since  separate 
accounting  systems  for  leases  issued 
under  each  of  the  two  bidding  systems 
employing  a  net  profit  share  component 
are  not  required.  In  addition,  OCS  lease 
sales  using  the  fixed  net  profit  share 
bidding  system  have  already  been 
conducted,  allowing  both  the 
government  and  industry  to  become 
familiar  with  these  accounting 
procedures.  This  experience  and 
familiarity  will  further  assist  in 
minimizing  administrative  costs  to 
lessees.  For  a  more  complete  discussion 
of  these  accounting  procedures,  please 
refer  to  the  preamble  to  the  final  fixed 
net  profit  share  regulation  (45  FR  36784, 
May  30, 1980). 

In  the  preamble  to  the  proposed 
regulation,  DOE  specifically  requested 
comments  on  any  aspect  of  the 
accounting  procedures,  in  order  to  test 
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its  determination  that  they  are  generally 
appropriate  for  use  in  connection  with 
the  variable  net  profit  share  bidding 
system  regulation.  One  firm  requested 
clarification  of  the  accounting 
procedures  to  ensure  that  audits  of  a 
variable  net  profit  share  lease  would  be 
limited  to  the  variable  net  profit  share 
lease  account  in  question.  In  view  of  the 
fact  that  no  other  comment  raised  this 
issue,  however,  DOE  has  concluded  that 
no  such  clarification  is  necessary,  but 
takes  this  opportunity  to  state  that  only 
net  profit  share  lease  accounts  are 
subject  to  audit.  DOE’s  belief  that  the 
accounting  procedures  are  appropriate 
for  this  system  was  supported  by  the 
majority  of  comments,  and  DOE  has 
therefore  decided  to  retain  them  in  the 
final  regulation.  A  number  of 
recommendations  were  made  to  modify 
specific  provisions  of  the  accounting 
procedures  in  10  CFR  Part  390,  the  most 
frequent  suggestion  being  to  delete  10 
CFR  390.012(c)(2),  which  disallows 
overhead  on  contract  services. 

While  DOE  recognizes  that  there  are 
difficulties  in  the  application  of  these 
procedures  to  particular  expenditures, 
DOE  is  not  adopting  any  specific 
recommendations  concerning  the 
accounting  procedures  in  10  CFR  Part 
390.  The  U.S.  District  Court  has  ordered 
DOE  to  promulgate  this  regulation  by 
May  25, 1981,  in  order  to  make  it 
available  for  use  thereafter  in  OCS  oil 
and  gas  lease  sales.  Section  8(a)(6)  of 
the  OCSLA  requires  establishment  of 
rules  to  govern  the  calculation  of  net 
profits  at  least  90  days  prior  to  a  notice 
of  OCS  lease  sale  using  any  of  the 
bidding  systems  employing  these  rules. 
Therefore,  if  DOE  were  to  undertake 
any  major  substantive  amendment  to 
the  accounting  procedures  in  connection 
with  the  variable  net  profit  share 
bidding  system,  it  might  not  be  available 
for  use  in  OCS  lease  sales  scheduled  for 
mid-1981.  However,  DOE  appreciates  all 
recommendations  received  and  will  use 
them  as  a  basis  for  evaluating  the  need 
for  modification  of  the  existing 
accounting  procedures. 

In  particular,  several  firms  suggested 
that  industry  accounting  practices,  as 
set  out  in  procedures  of  the  Council  of 
Petroleum  Accounting  Societies  of  North 
America  (COPAS),  be  used  in  their 
entirety  in  lieu  of  the  procedures  set 
forth  in  10  CFR  Part  390.  While  DOE  will 
take  these  comments  into  consideration 
in  reviewing  the  need  for  modification,  it 
should  be  noted  that,  insofar  as 
possible,  the  adopted  procedures  defer 
to  industry  procedures.  Deviations  from 
COPAS  procedures  are  basically  due  to 
the  different  purposes  of  this  regulation 
from  that  of  usual  joint  venture 


accounting,  because  COPAS  leaves 
allocation  of  certain  contract  factors 
(e.g.,  overhead  rates)  to  negotiation  by 
joint  venture  partners. 

C.  Capital  Recovery  Factor 

At  the  request  of  DOI,  DOE  provided 
in  the  proposed  regulation  for  flexibility 
in  the  method  of  selecting  a  capital 
recovery  factor  for  leases  issued  under 
the  variable  net  profit  share  bidding 
system.  Under  bidding  systems  with  a 
fixed  net  profit  share  term,  capital 
recovery  factors  are  fixed  in  advance  for 
each  tract  in  an  OCS  lease  sale  to  be 
offered  using  that  system.  The  capital 
recovery  factor  can  be  unique  to  each 
tract  and,  because  the  net  profit  share 
rate  is  also  fixed  in  advance,  can  take 
into  account  the  predetermined  net 
profit  share  rate  for  each  tract.  With  a 
variable  net  profit  share  system,  this 
situation  does  not  obtain. 

DOE  considers  it  advisable  to  retain 
both  methods  of  establishing  the  capital 
recovery  factor  in  order  to  provide  DOI 
with  the  flexibility  to  test  and  use  both 
methods  so  as  to  minimize  possible 
adverse  effects  of  the  variable  net  profit 
share  bidding  system. 

DOI  analysis  indicated  that  in  some 
situations  it  may  be  difficult  to  control  a 
tendency  toward  excessively  high  net 
profit  share  bids;  several  comments 
reflected  these  difficulties.  There  are 
potential  problems  stemming  from  the 
high  net  profit  share  rates  likely  under 
variable  net  profit  share  bidding  if  these 
are  combined  with  capital  recovery 
factors  that  would,  under  a  fixed  net 
profit  share  bidding  system,  be  deemed 
to  provide  for  a  reasonable  return  on 
investment.  Under  this  situation,  there 
would  be  a  greater  incentive  for  a  lessee 
to  manipulate  its  costs  in  such  a  way 
that  it  would  realize  an  acceptable 
return  on  capital  spent  for  additional 
investment  due  mainly  to  capital 
recovery  treatment  for  that  investment. 
Under  such  circumstances,  it  could 
benefit  lessees  to  incur  exploration  and 
development  costs  that  would  be 
uneconomical  under  a  bidding  system 
without  a  net  profit  share  term.  Since 
the  variable  net  profit  share  bidding 
system  allows  lessees  to  recoup 
allowable  costs,  plus  a  return  on 
investment,  from  production  revenues 
prior  to  any  payment  to  the  government, 
it  follows  that  uneconomical 
expenditures  would  lead  to  a 
consequent  reduction  in  net  profit  share 
payments  later  due  the  Federal 
government. 

An  adequate  return  might  therefore  be 
received  prior  to  the  time  the  NPSL 
account  changed  to  a  credit  balance 
and,  therefore,  prior  to  the  time  that  any 
profit  share  payment  was  due  the 


United  States.  Under  these 
circumstances,  the  magnitude  of  the  bid 
would  not  seem  to  matter  a  great  deal.  A 
high  net  profit  share  rate  bid,  coupled 
with  a  normal  capital  recovery  factor, 
could  induce  a  situation  where  the 
lessee  would  find  production 
economical  only  to  the  point  at  which  it 
had  recovered  its  expenses,  plus  the 
accumulated  allowance  for  capital 
recovery,  and  the  balance  in  its  NPSL 
capital  account  had  changed  to  a  credit 
balance.  It  would  then  have  little 
incentive  to  continue  production  and 
would  tend  to  relinquish  the  lease,  even 
with  producible  reserves  remaining. 

Several  comments  addressed  the 
relative  advantages  of  the  proposed 
alternative  methods  of  establishing  the 
capital  recovery  factor,  but  more  as  a 
means  to  deter  speculation  than  in  terms 
of  uneconomic  investment.  A  number  of 
comments,  however,  recognized  that 
relatively  lower  capital  recovery  factors 
would  tend  to  discourage  manipulation 
of  investment  in  the  lease.  DOE 
understands  that  low  capital  recovery 
factors  are  not  themselves  likely  to  deter 
purely  speculative  bidding,  but  intends 
through  this  means  to  reduce  any 
incentive  for  a  lessee  to  produce  only 
until  the  balance  in  the  NPSL  capital 
account  turns  to  a  credit  balance. 

The  comments  demonstrated  a 
widespread  misapprehension  as  to  the 
purpose  of  the  capital  recovery  factor. 
Several  firms  apparently  assumed  that 
the  capital  recovery  factor  is  designed 
solely  to  reflect  the  extent  of  risk 
associated  with  exploration  of  a  tract. 

To  some  extent,  the  capital  recovery 
factor  does  compensate  the  lessee  for 
risk,  but  more  for  the  opportunity  cost  of 
investment  than  for  the  full  risk  incurred 
in  exploration  and  development.  It  is 
designed  to  encourage  investment  by 
providing  a  normal  return  on 
investment,  contingent  upon  production. 
DOE  has  always  realized  that 
opportunity  costs  represent  a  real  cost 
to  the  lessee.  The  capital  recovery  factor 
is  not  based  on  expected  resources  and 
anticipated  costs. 

Since  the  capital  recovery  factor  is 
designed  to  provide  a  normal  return  on 
risk  capital,  its  application  terminates 
with  the  risk  of  a  dry  tract.  It  is  for  this 
reason  that  DOE  declines  to 
accommodate  the  numerous  suggestions 
to  extend  the  capital  recovery  period 
throughout  the  term  of  the  lease,  or  to 
reopen  the  capital  recovery  period  for 
such  major  capital  investments  as 
secondary  recovery  operations  or 
additional  platforms.  The  nature  of  the 
risk  incurred  has  changed  at  this  point 
from  one  of  whether  exploration  efforts 
would  succeed  to  the  more  calculable 


Federal  Register  /  Vol.  46,  No.  105  /  Tuesday,  June  2,  1981  /  Rules  and  Regulations 


29687 


risk  of  how  much  resource  is 
commercially  producible.  In  situations 
where  initial  or  continued  production 
becomes  marginal,  DOI  may  reduce  the 
profit  share  rate,  accept  relinquishment, 
or  exercise  its  various  enforcement  » 
authorities  under  the  OCSLA. 

With  regard  to  the  method  of 
establishing  the  capital  recovery  factor 
itself,  however,  no  clear  preference 
emerged  from  the  comments.  Therefore, 
DOE  again  intends  to  provide  an 
opportunity  to  fix  thexapital  recovery 
factor  for  a  lease  on  the  basis  of  a 
schedule  to  be  published  in  the  notice  of 
OCS  lease  sale,  under  which  the  capital 
recovery  factor  for  a  lease  would 
generally  tend  to  be  set  at  lower  levels 
for  higher  net  profit  share  bids.  Since 
firms  generally  prefer  higher  capital 
recovery  factors,  their  tendency  to  bid 
higher  net  profit  share  rates  would  be 
counteracted  by  the  prospect  of  having  a 
lower  capital  recovery  factor.  Moreover, 
use  of  a  schedule  that  tends  to  assign 
lower  capital  recovery  factors  to  higher 
net  profit  share  rate  bids  may 
discourage  lessees  from  incurring 
uneconomic  exploration  and 
development  costs  that  would 
nonetheless  yield  an  acceptable  return 
on  investment  prior  to  the  time  any  net 
profit  share  payment  might  become  due 
to  the  Federal  Government.  Of  course, 
the  opportunity  to  establish  the  capital 
recovery  factor,  as  under  the  fixed  net 
profit  share  system,  in  advance  of  the 
sale  and  to  announce  it  in  the  notice  of 
OCS  lease  sale  will  remain  open. 

Under  the  variable  net  profit  share 
bidding  system,  only  the  profit  share 
rate  is  the  bid  variable  and  the  bidder 
submitting  the  highest  profit  share  rate 
is  unambiguously  the  high  bidder.  DOE 
recognizes  that,  with  the  use  of  a 
schedule  and  varying  capital  recovery 
factors,  it  may  be  difficult  to  determine 
whether  the  high  profit  share  bidder  will 
actually  pay  more  for  the  lease  than  a 
lower  bidder.  This  difficulty,  however,  is 
inherent  in  the  variable  profit  share  bid 
system,  regardless  of  the  means  of 
setting  the  capital  recovery  factor, 
because  of  the  unknown  differences  in 
the  profitability  of  the  bidders' 
exploration  and  development  of  a  tract. 
Lease  awards  under  such  a  system  can 
only  be  based  on  the  numerical  profit 
share  rate  bid,  not  on  the  expected  lease 
revenues. 

D.  Other  Recommendations 

DOE  received  several 
recommendations  in  the  comments, 
intended  to  deter  speculative  bidding. 
One  suggestion  would  require  DOI  to 
establish  a  range  of  acceptable  bids, 
which  might  be  expected  to  yield  a 
reasonable  rate  of  return  to  both  the 


lessee  and  the  Federal  government. 
Another  alternative  would  require  a 
fixed  cash  bonus  set  high  enough  to 
exceed  the  acceptable  risk  threshold  of 
speculators.  Still  a  third 
recommendation  was  to  require  a 
minimum  work  commitment  as  a  fixed 
term  of  the  lease.  DOE  has  not 
incorporated  these  recommendations 
into  the  regulation  itself,  because  the 
first  two  may  be  accomplished  under 
existing  authority  while  the  third 
suggestion  lies  beyond  the  scope  of  this 
regulation  and  the  statutory  provision 
which  it  implements,  as  discussed  more 
fully  below. 

This  regulation  does  not  prevent  the 
Federal  government  from  establishing  a 
range  of  acceptable  bids.  Indeed,  it  is 
entirely  within  the  discretion  of  the 
Federal  government  to  establish  such 
criteria  as  is  now  done  for  tracts  offered 
under  bidding  systems  with  cash  bonus 
as  the  bid  variable.  Establishment  of  the 
bonus  level  for  each  tract  will  require 
careful  analysis  of  the  expected  value  of 
the  tract  and  the  sensitivity  of  expected 
net  profit  share  rate  bids  to  bonus 
levels.  Clearly,  the  cash  bonus 
represents  a  risk  aversion  threshold  to 
both  “speculators"  and  “developers". 
Care  must  be  taken  in  fixing  the  cash 
bonus,  however,  to  ensure  that  the 
purpose  and  potential  benefits  of  the 
variable  net  profit  share  bidding  system 
are  not  defeated  by  erecting  too  high  a 
barrier. 

In  addition,  DOE  has  decided  not  to 
exercise  its  discretion  under  section 
302(b)  of  the  DOE  Act  to  prescribe 
administrative  parameters,  in  order  to 
preserve  a  certain  flexibility  in  the 
application  of  this  bidding  system.  DOE 
has  consistently  maintained  that  its 
grant  of  authority  under  section  302(b)  is 
discretionary,  and  that  the  authority  to 
promulgate  regulations  differs  from  a 
statutory  requirement  to  promulgate 
regulations.  In  view  of  the  experimental 
nature  of  this  bidding  system,  it  seems 
prudent  to  structure  as  much  flexibility 
into  the  regulation  as  possible,  to  allow 
for  unanticipated  effects. 

Use  of  a  minimum  work  commitment 
as  a  fixed  lease  term,  in  conjunction 
with  a  variable  net  profit  share  bid, 
appears  to  hold  promise;  however,  the 
suggestion  lies  beyond  the  scope  of  this 
regulation  and  of  section  8(a)(1)(E)  of 
the  OCSLA,  which  this  regulation 
implements.  Such  hybrid  systems  would 
properly  fall  within  the  ambit  of  section 
8(a)(1)(H)  of  the  OCSLA,  as  would  the 
suggested  sliding  scale  net  profit  share 
system.  Similarly,  implementation  of 
suggestions  to  keep  net  profit  share 
rates  low  through  reliance  on  a 
secondary  bidding  determinant  would 


constitute  a  bidding  system  with  two 
variables,  specifically  disallowed  under 
the  OCSLA. 

DOE  received  several 
recommendations  to  mitigate  possible 
increases  in  minimum  commercial  field 
size.  These  have  not  been  incorporated 
into  the  regulation  because  of  the  need 
to  preserve  flexibility  in  administration 
and  because  the  ability  to  achieve  a 
similar  result  already  is  available  under 
existing  authorities.  One  suggestion 
provided  for  cancellation  of  the 
obligation  to  make  net  profit  share 
payments  for  any  year  in  which  the  net 
profit  share  obligation  reduces  the 
return  on  a  field  to  less  than  30  percent 
of  capital  expenditures  measured  on  the 
basis  of  historic  costs,  before  Federal 
income  tax.  Another  recommendation 
would  allow  for  cancellation  or 
adjustment  of  any  net  profit  share 
payments  due  from  leases  below  a 
threshold  level  of  production  for  the 
initial  five  to  ten  years  of  production. 

,  As  pointed  out  earlier,  DOI  may  at  its 
discretion  reduce  the  net  profit  share 
rate,  in  order  to  facilitate  initial  or 
continued  production.  In  addition,  DOE 
wishes  to  avoid  establishing  inflexible 
regulatory  procedures  which  in  effect 
would  constitute  escape  clauses  from 
the  net  profit  share  bid.  Such  procedures 
could  promote  unwise  or  speculative 
bidding  of  imprudently  high  net  profit 
share  rates,  as  well  as  further  reduce 
incentives  to  pre-sale  resource 
assessment. 

Lastly,  while  four  of  the  comments 
unqualifiedly  endorsed  use  of  the 
variable  net  profit  share  bidding  system, 
most  expressed  serious  reservations 
with  regard  to  its  use.  One  firm 
requested  that  application  of  this 
bidding  system  be  restricted  to  a 
minimum  number  of  leases  until  its 
effects  are  empirically  determined.  Four 
others  recommended  that  this  bidding 
system  not  be  used  in  frontier  areas 
associated  with  high  risks  or  in  cases 
when  its  use  might  impede  unitization  of 
tracts.  Another  specifically 
recommended  using  this  system 
exclusively  on  entire  geologic  structures, 
in  order  to  prevent  a  lessee  horn  unduly 
capitalizing  on  development  activities 
by  a  lessee  on  an  adjacent  cash  bonus 
bid  tract. 

The  variable  net  profit  share  bidding 
system  has  been  designed  as  a 
supplementary  alternative  system  to 
those  already  in  use.  As  with  previous 
new  systems,  it  is  anticipated  that  this 
bidding  system,  if  used,  would  initially 
be  applied  to  tracts  carefully  selected  to 
provide  information  concerning  its 
viability  while  simultaneously 
attempting  to  use  it  to  its  best  advantage 
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as  a  management  tool.  DOE  does  not 
consider  unitization  of  tracts  leased 
under  this  bidding  system  with  those 
leased  under  other  bidding  systems  to 
be  an  insurmountable  problem.  The 
existing  accounting  procedures  (10  CFR 
§  390.014)  provides  for  allocation  of  joint 
costs  and  credits.  Unitization  of  tracts 
with  differing  royalties  has  not  been 
seriously  impeded  in  the  past,  and  DOI 
has  established  a  regulatory  framework 
for  unitization  in  30  CFR  Part  250. 

IV.  Environmental  Review 

After  reviewing  this  regulation 
pursuant  to  DOE's  responsibilities  under 
the  National  Environmental  Policy  Act 
of  1969  (Pub.  L.  91-190,  83  Stat.  852  (42 
U.S.C.  4321))  DOE  has  determined  that 
the  proposed  action  does  not  constitute 
a  major  Federal  action  significantly 
affecting  the  quality  of  the  human 
environment.  Therefore,  DOE  has 
determined  that  no  environmental 
impact  statement  is  required  for  this 
regulation. 

Environmental  impacts  resulting  from 
the  use  of  the  variable  net  profit  share 
bidding  system  are  expected  to  be 
minimal.  Absolute  rates  of  activity  or 
ultimate  levels  of  production  are  not 
expected  to  fall  outside  the  ranges  that 
should  be  considered  during  an 
environmental  impact  analysis  for  lease 
sales  conducted  with  conventional 
leasing  systems.  Environmental  impacts 
associated  with  using  this  bidding 
system  will,  of  course,  be  examined 
prior  to  each  lease  sale.  Moreover, 
potential  environmental  impacts 
resulting  from  the  use  of  this  system  will 
be  considered  prior  to  the  selection  of  a 
leasing  system  for  tracts  in  each  sale. 

V.  Compliance  with  Executive  Order 
12291 

A.  General 

Subsection  8(a)(2)  of  Executive  Order 
12291,  issued  February  17, 1981  (46  FR 
13193,  February  19, 1981),  provides  an 
exemption  from  the  procedures 
prescribed  by  the  Order  whenever 
satisfying  the  terms  of  the  Executive 
Order  would  conflict  with  deadlines 
imposed  by  judicial  order.  DOE  has 
determined  that,  in  view  of  a  court  order 
requiring  that  this  regulation  be 
promulgated  no  later  than  May  25, 1981, 
it  is  not  possible  to  comply  entirely  with 
the  procedures  in  the  Order  regarding 
final  rules.  In  accordance  with  the 
further  requirements  of  subsection 
8(a)(2),  DOE  has  reported  the  regulation 
to  the  Director  of  the  Office  of 
Management  and  Budget  with  an 
explanation  of  the  conflict. 

Although  DOE  has  determined,  in 
consultation  with  the  Director  of  the 


Office  of  Management  and  Budget,  that 
strict  compliance  with  the  procedures  in 
the  Order  is  not  possible  with  regard  to 
this  regulation,  DOE  intends  to  adhere 
to  the  requirements  of  the  Order  to  the 
extent  permitted  by  the  judicial  deadline 
of  May  25, 1981.  DOE  at  present  is  . 
preparing  a  Regulatory  Impact  Analysis, 
which  conforms  to  the  extent  possible 
with  the  requirements  of  subsections 
3(d)(1)— (4)  of  the  Order.  A  summary  of 
the  Regulatory  Impact  Analysis  is 
provided  in  the  following  subsection. 

B.  Regulatory  Impact  Analysis 

Subsection  3(d)  of  the  Order  requires 
each  Regulatory  Impact  Analysis  to 
describe  the  potential  benefits  and  costs 
of  the  regulation,  including  those  that 
cannot  be  quantified  in  monetary  terms, 
and  to  identify  the  likely  recipients  of 
any  such  benefits  or  costs.  It  also 
requires  a  determination  of  the  potential 
net  benefits  of  the  regulation,  including 
those  that  cannot  be  quantified  in 
monetary  terms.  In  addition  to  this  cost- 
benefit  analysis,  each  Regulatory  Impact 
Analysis  must  contain  a  description  of 
alternative  approaches  that  could 
substantially  achieve  the  same 
regulatory  goal  at  lower  cost,  with  a 
cost-benefit  analysis  of  such 
alternatives,  and  an  explanation  of  any 
legal  reasons  preventing  their  adoption. 
Lastly  this  subsection  requires  an 
explanation  of  any  legal  reasons  why 
the  regulation  cannot  be  based  on  the 
requirements  of  section  2  of  the  Order. 

Using  a  computer  simulation  model, 
DOE  attempted  to  analyze  the  probable 
effects  of  the  variable  net  profit  share 
bidding  system  on  several  parameters 
crucial  to  exploration  and  production  of 
OCS  resources.  A  spectrum  of  cost 
regions  was  selected  to  be  used  in  the 
analysis.  To  represent  the  lowest  cost 
case,  the  Gulf  of  Mexico  region,  Central 
and  Western  OCS  province,  was 
selected.  Higher  costs  characterize  the 
Atlantic  Coast  region,  Central  Atlantic 
OCS  province.  The  highest  cost  of 
production  region  examined  was  the 
Alaskan  Beaufort  Sea  province, 
characterized  as  ice-laden. 

The  results  were  evaluated  with 
regard  to  their  impact  upon  five  criteria: 
expected  production,  social  value, 
government  revenue,  lease  life,  and 
percentage  development.  The  criteria 
generally  correspond  to  the  purposes  of 
alternative  bidding  systems  as  outlined 
in  the  OCSLAA.  Among  its  purposes, 
the  OCSLAA  was  intended  to  ensure 
that  OCS  production  of  oil  and  gas  is 
timely,  orderly,  and  efficient,  as  well  as 
that  die  government  as  lessor  receives  a 
fair  market  value  for  its  resource. 

A  major  finding  of  the  study  is  that 
the  capital  recovery  factor  had  little,  if 


any,  impact  on  the  evaluation  criteria. 
Only  in  the  case  of  expected  production 
from  small  reservoirs  ( <50  million  bbls) 
was  the  capital  recovery  factor  an 
instrument  that  could  be  manipulated  to 
affect  production.  This  effect,  however, 
was  most  significant  at  high  profit  share, 
high  capital  recovery  factor 
combinations. 

The  results  were  influenced  primarily 
by  reservoir  size.  As  the  reservoirs 
tended  to  get  larger,  the  level  of  net 
profit  share  and  tl^e  capital  recovery 
factor  tended  to  have  relatively  less  of 
an  effect  on  government  revenue,  social 
value,  and  percentage  development.  For 
the  lease  life  variable  all  situations 
examined  reacted  to  increases  in  the 
profit  share  in  the  same  manner.  After 
the  net  profit  share  exceeded  20  percent, 
the  lease  life  increased  at  a  near¬ 
exponential  rate  from  15  to  27  years. 

Compared  to  the  traditional  cash 
bonus  bidding  system,  the  variable  net 
profit  share  bidding  system  performed  at 
least  as  well  for  profit  share  bids  of  less 
than  25  percent.  For  profit  share  bids 
greater  than  25  percent,  the  standard 
cash  bonus  bidding  system  generated 
more  government  revenue,  more  social 
value,  more  expected  production,  a 
greater  percentage  of  development,  and 
had  a  shorter  lease  life.  For  larger 
reservoirs,  regardless  of  water  depth, 
neither  the  level  of  net  profit  share  nor 
of  the  capital  recovery  factor  had  major 
impacts  upon  government  revenue, 
social  value,  expected  production,  or 
percentage  development.  Only  lease  life, 
as  previously  mentioned,  was  affected. 
No  major  differences  in  results  can  be 
attributed  to  water  depth. 

DOE  does  not  maintain  that  the  model 
used  in  this  analysis  will  actually 
predict  the  exact  levels  of  impact  of  this 
bidding  system  upon  these  criteria  for 
real  leases.  Exact  levels  of  impact  will 
vary  with  actual  conditions  experienced, 
and  with  factors  exogenous  to  the 
model.  The  model  is  only  a  tool; 
however,  it  is  quite  useful  as  a  basis  for 
comparing  the  performance  of  different 
bidding  systems  under  the  same 
conditions.  Through  this  model,  DOE 
can  measure  the  relative  behavior  of 
various  systems,  and  gauge  their  relative 
merits.  Within  this  context,  it  is 
accurate. 

VI.  Compliance  With  the  Regulatory 
Flexibility  Act 

The  Regulatory  Flexibility  Act  (Pub.  L. 
96-354,  5  U.S.C.  601  et  seq.,  (September 
19, 1980)),  requires  Federal  agencies  to 
consider  the  impact  of  proposed 
regulations  on  small  businesses,  small 
governmental  units,  and  other  small 
entities;  to  consider  the  ability  of  small 
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entities  to  comply  with  the  proposed 
regulation;  and  to  consider  less  stringent 
alternative  compliance  standards  for 
small  entities.  An  agency  is  required  to 
prepare  a  regulatory  flexibility  analysis 
to  document  its  consideration  of  these 
factors  except  in  the  situation  where  the 
agency  determines  that  a  regulation  will 
not  have  a  significant  economic  impact 
on  a  substantial  number  of  small 
entities.  In  the  preamble  to  the  proposed 
variable  net  profit  share  regulation,  DOE 
certified  that  the  promulgation  of  this 
regulation  will  not  have  a  significant 
economic  impact  on  a  substantial 
number  of  small  entities,  as  defined  in 
the  statute;  no  comments  were 
submitted  in  dispute  of  this  certification. 
Therefore,  a  regulatory  flexibility 
analysis  will  not  be  prepared. 

(Outer  Continental  Shelf  Lands  Act.  ch.  345, 

67  Stat.  462  (43  U.S.C.  1331  et  seq.,  1953),  as 
amended  by  Pub.  L.  95-372;  Department  of 
Energy  Organization  Act,  Pub.  L.  95-91,  91 
Stat.  565  (42  U.S.C.  7101  et  seq.,  1977),  E.O. 
12009,  42  FR  46267) 

In  consideration  of  the  foregoing, 
Chapter  II  of  Title  10,  Code  of  Federal 
Regulations,  is  amended  as  set  forth 
below. 

Issued  in  Washington,  D.C..  May  22. 1981. 
Roger  W.  A.  LeGassie. 

Acting  Assistant  Secretary  for  Fossil  Energy. 

PART  376 — OUTER  CONTINENTAL 
SHELF  OIL  AND  GAS  LEASING 

1.  Part  376  of  Chapter  II  of  Title  10, 
Code  of  Federal  Regulations,  is 
amended  by  adding  a  new  subparagraph 
(5)  to  §  376.110(a),  to  read  as  follows: 

§  376.1 10  Bidding  systems. 

(a)*  *  * 


(5)  Net  profit  share  rate  bid  with  a 
fixed  cash  bonus  and  an  annual 
rental. — (i)  Net  profit  share  payment 
calculation.  The  amount  of  the  net  profit 
share  payment  to  the  United  States  by 
the  person  awarded  the  lease  shall  be 
determined  for  each  month  by 
multiplying  the  net  profit  share  base 
times  the  net  profit  share  rate,  in 
accordance  with  §  390.022. 

(A)  Net  profit  share  base. 

The  net  profit  share  base  shall  be 
calculated  in  accordance  with  §  390.021. 

(B)  Capital  recovery  factor. 

The  capital  recovery  factor,  or  a 

schedule  for  determining  the  capital 
recovery  factor  on  the  basis  of  the  net 
profit  share  rate  bid,  needed  to  calculate 
the  allowance  for  capital  recovery  in 
accordance  with  §  390.020,  shall  be 
specified  in  the  notice  of  OCS  lease  sale 
published  in  the  Federal  Register  and 
may  vary  from  tract  to  tract. 

(C)  Net  profit  share  rate. 

The  net  profit  share  rate,  which 
determines  the  fixed  share  of  the  net 
profits  owed  to  the  United  States,  is 
determined  by  the  person  submitting  the 
bid. 

(ii)  Cash  bonus.  The  cash  bonus  to  be 
paid  shall  be  an  amount  that  is  specified 
in  the  notice  of  OCS  lease  sale 
published  in  the  Federal  Register  and 
may  vary  from  tract  to  tract.  Any 
deferment  of  the  payment  and  the 
schedule  of  payments  shall  be  included 
in  the  notice  of  OCS  lease  sale 
published  in  the  Federal  Register. 

(iii)  Annual  rental.  The  annual  rental 
to  be  paid  by  the  person  awarded  the 
lease  shall  be  the  amount  specified  in 
the  notice  of  OCS  lease  sale  published 
in  the  Federal  Register. 


PART  390— ACCOUNTING 
PROCEDURES  FOR  DETERMINING 
NET  PROFIT  SHARE  PAYMENT  FOR 
OUTER  CONTINENTAL  SHELF  OIL 
AND  GAS  LEASES 

2.  Part  390  of  Chapter  II  of  Title  10, 
Code  of  Federal  Regulations,  is 
amended  as  follows: 

A.  §  390.001  is  amended  by  revising 
paragraph  (b)  to  read  as  follows: 

§  390.001  Purpose  and  Scope. 

***** 

(b)  The  procedures  established  by  this 
Part  390  apply  to  any  OCS  lease  issued 
by  the  Department  of  the  Interior  under 
any  bidding  system  established  by 
§  376.110(a)  of  this  chapter  which  has  a 
net  profit  share  component. 

B.  §  390.002  is  amended  by  revising 
two  new  definitions  to  read  as  follows: 

§390.002  Definitions. 
***** 

“Net  profit  share  rate”  means  the 
percentage  share  of  the  net  profit  share 
base  payable  to  the  United  States.  The 
percentage  share  may  be  fixed  in  the 
notice  of  OCS  lease  sale  or  be  the  bid 
variable,  depending  upon  the  bidding 
system  used,  as  established  by 
§  376.110(a)  of  this  chapter. 

“NPSL”  means  a  net  profit  share 
lease,  which  is  an  OCS  lease  that 
provides  for  payment  to  the  United 
States  of  a  percentage  share  of  the  net 
profits  for  production  of  oil  and  gas  from 
the  tract.  This  percentage  share  may  be 
fixed  in  the  notice  of  OCS  lease  sale  or 
be  the  bid  variable,  depending  on  the 
bidding  system  used,  as  established  by 
§  376.110(a)  of  this  chapter. 
***** 
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USDA/FNS 

DOT/COAST  GUARD 

USDA/FNS 

DOT/FAA 

USDA/FSQS 

DOT/FAA 

USDA/FSQS 

DOT/FHWA 

USDA/REA 

DOT/FHWA 

USDA/REA 

DOT/FRA 

MSPB/OPM 

DOT/FRA 

MSPB/OPM 

DOT/NHTSA 

LABOR 

DOT/NHTSA 

LABOR 

DOT/RSPA 

HHS/FDA 

DOT/RSPA 

HHS/FDA 

DOT/SLSDC 

DOT/SLSDC 

DOT/UMTA 

DOT/UMTA 

CSA 

CSA 

Documents  normally  scheduled  for  publication  on  a  day  that 
will  be  a  Federal  holiday  will  be  published  the  next  work 
day  following  the  holiday.  t 

Comments  on  this  program  are  still  invited. 

Comments  should  be  submitted  to  the 

Day-of-the-Week  Program  Coordinator, 

Office  of  the  Federal  Register, 

National  Archives  and  Records  Service, 

General  Services  Administration, 

Washington,  D.C.  20408. 

List  of  Public  Laws 

Note:  No  public  bills  which  have  become  law  were  received  by  the 
Office  of  the  Federal  Register  for  inclusion  in  today’s  List  of  Public 
Laws. 

Last  Listing  May  27, 1981 


Advance  Orders  are  now  Being 
Accepted  for  Delivery  in  About 
6  Weeks 


Revised  as  of  January  1, 1981 


Quantity  Volume 


Title  7— Agriculture 
(Parts  981  to  999) 

Title  7— Agriculture 
(Parts  2853  to  End) 


Price 

$5.50 

6.00 

Total  Order 


Amount 

$ _ 


A  Cumulative  checklist  of  CFR  issuances  for  1S80  appears  in  the  back  of  the  first  issue  of  the  Federal  Register 
each  month  in  the  Reader  Aids  section.  In  addition,  a  checklist  of  current  CFR  volumes,  comprising  a  complete 
CFR  set,  appears  each  month  in  the  LSA  (List  of  CFR  Sections  Affected). 


Please  do  not  detach 


Order  Form 

Enclosed  find  $. 


Mail  to:  Superintendent  of  Documents,  U.S.  Government  Printing  Office,  Washington,  D.C.  20402 


Make  check  or  money  order  payable 


to  Superintendent  of  Documents.  (Please  do  not  send  cash  or 
stamps).  Include  an  additional  25%  for  foreign  mailing. 

Charge  to  my  Deposit  Account  No. 

rrm  1 1  m 

Order  No _ 


Credit  Card  Orders  Only 
Total  charges  $ _ 


Credit 
Card  No. 


.Fill  in  the  boxes  below. 


Expiration  Date 
Month/Year 


d 


Please  send  me  the  Code  of  Federal  Regulations  publications  I  have 
selected  above. 


For  Office  Use  Only. 

Quantify  Charges 


Name— First,  Last 


LI  1  II  1  II  1  1  1  II  1  1  1 

|  j 

JL 

JL 

_L 

1  1  1 

Mill! 

street  address 

LI  1  1  1  1  1  1  1  1  1  1  1  l  1  1 

1  1 

1 

1 

1 

1  1  1 

MINI 

Company  name  or  additional  address  line 

Lt  1  1  1  1  1  1  1  1  1  1  1  l  l  1 

|  | 

_L 

J_ 

_L 

1  1  1 

MINI 

City 

U  1  II  1  1  1  1  1  1  1  1  1  1  1 

|  | 

L 

1 

J 

State 

LU 

J_LL 

ZIP  Code 

MINI 

(or  Country) 

1  1  1  1  1  1  1  1  1  1  II  1  1  1  1 

_LL 

1 

1 

± 

Enclosed 

To  be  mailed 

Subscriptions 

Postage 

Foreign  handling 

MMOB 

OPNR 

UPNS 

Discount 

Refund 

PLEASE  PRINT  OR  TYPE 


t 


l 


p  ' 


*p*' 


